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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

In re Case No. 94-57475-JRG

NI CK HOLQUI N, JR. and JUANI TA C.
HOLQUI N,

Debt or s.

JAMES MURDOCK and REG NA MURDOCK, Adversary No. 98-5297

Pl aintiffs,
VS.

NI CK HOLQUIN, JR. and JUANITA C.
HOLQUI N,

Def endant s.
/
VEMORANDUM DECI SI ON

l. | NTRODUCTI ON

The issue before the court is the dischargeability of a

$350, 000 claim held by James and Regi na Murdock.
created in connection with a chapter 11 plan of

confirmed in the case of Nick and Juanita Hol quin.

MEMORANDUM DECI SI ON

The cl ai m was
reorgani zati on

Subsequent to
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confirmation there was a material default under the terms of the
pl an. Pursuant to 8 1112(b)(8) of the Bankruptcy Code! the case
was converted to one under chapter 7. For the reasons hereafter
stated the court concl udes the Murdocks cl ai mwas di scharged in the
chapter 7 case.

1. FACTUAL BACKGROUND

In Novenber 1994, involuntary petitions for relief under
chapter 7 of the Bankruptcy Code were filed against Nick and
Juanita Hol quin. The cases were | ater converted to chapter 11 and
an order for relief was entered in February 1995.

Prior to bankruptcy, the Murdocks utilized the tax preparation
services of Nick Holquin for a nunber of years. During the course
of this relationship there were other business transacti ons between
the parties resulting in the Murdocks holding a number of pre-
petition clainms against the Holquins. |In the course of the case
a chapter 11 Trustee was appointed who subsequently assisted in
the formul ati on of a reorganization plan.

On March 13, 1996, Nick Hol quin and James Murdock entered i nto
an Agr eenent of Under st andi ng regarding t he Hol qui ns’
reorgani zati on. Under the Agreenment, the Mirdocks agreed to
deposit $350,000 with the chapter 11 Trustee to fund the Hol qui ns’
pl an of reorgani zation. This anmount was to constitute an unsecured
| oan that the Hol quins would repay by securing an additional |oan
on certain real property the Hol qui ns owned | ocated in Laytonville,
Cal i forni a.

The plan of reorgani zati on was confirmed on October 9, 1996.

L Al references to code sections are to the Bankr upt cy Code unl ess ot herwi se not ed.

MEMORANDUM DECI S| ON 2
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The plan was funded by the $350,000 Murdock | oan. In addition the

pl an, as anended in the order of confirmation, provided:

Iy

2.1 James R Murdock has deposited with the Trustee and
the Trustee is holding in trust, pendi ng
Confirmation of this Plan, the sumof $350, 000, plus
some nom nal interest thereon (collectively, the
“Fund”) . The Fund shall be held in an interest
beari ng account pending distribution to creditors.
The Fund shall be used to nmake all paynments required
under this Plan except for paynments on the
Laytonville Junior Lienholder Clains to be paid
under promni ssory notes secured by a lien on the
Laytonvill e Property.

2.3 Debtors are to repay James R. Miurdock and the

Laytonvill e Juni or Li enholders’ notes fromoperation
of the Laytonville Property, sale or refinancing of
the Laytonville Property or any ot her met hod Debtors
chose.

The Hol qui ns subsequently defaulted on the confirmed plan.
On April 27, 1998, this court granted the Mirdocks’ nmotion to
convert the case to chapter 7. The Murdocks then filed proofs of
claimin the chapter 7 case, which included one for $350,000. The
Laytonvill e property was adm ni stered in the chapter 7 case and t he
trustee was ultimately able to sell it. There were a variety of
di sputes over the Murdocks’ clainms which were finally settled by
the trustee providing the Murdocks with a possible dividend in the
case.

While the Miurdocks were successful in having the case
converted to chapter 7, there was a second action taken by them
The statenent of undi sputed events set forth in the Joint Pretrial
Subm ssions states that on “January 6, 1998, the Mirdocks’ filed

a state lawsuit in the Superior Court in San Jose against the

Hol qui ns for breach of contract, anong other things.” There is no
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i ndi cati on about whether this suit related to the $350,000 | oan.
At the end of July 1998, the Mirdocks obtained and recorded a
prejudgnent wit of attachnent in the anpunt of $400, 000 agai nst
the Hol quins’ property located at 625 North First Street. This
property was al so scheduled in the chapter 11 case and included in
the plan of reorganization. This court 1issued a permanent
i njunction agai nst enforcenment of the state court proceedi ngs and
writ based on the conclusion that the Murdocks’ cl ai ns were subj ect

t o di scharge.

This case proceeded to trial on the dischargeability of the
clainms held by the Mirdocks. During the course of trial the
parties reached a settlenent by which they agreed that the status

of the $350, 000 cl ai mwoul d be subnmitted to the court for decision
based on the evidence provided.?
[1l. THE MJURDOCKS ARGUMENT

The Murdocks’ now appear to argue that their $350,000 claim
is not subject to discharge in the converted chapter 7 case because
they are pursuing state l|law renedies and have obtained a
prejudgment wit of attachment against the Hol quins’ property at
625 North First Street. At the sane tinme the Murdocks assert:

[ The] claimis post-confirmation and not subject to [the]
converted Chapter 7 case. Having exercised jurisdiction over
[the] claim [the] court should respect state court |lien
priority, allow[the] claimto be brought to general judgnent,
allow for execution of federal judgnment, and substitute
federal lien nunc-pro-tunc in place of [the] state lien, with
[the] same rights and priority. National City Bank v.
Troutman Enterprises, Inc., 253 B.R 8, 12-13 (6'" Cir. BAP
2000); see alsolnre Canal St. Ltd Partnership, 260 B.R 460,

2 |n order to deal with this issue conpletely, the Court took judicial notice of

docunents in the record, such as the plan, the order for confirmation, and the trustee’s final
report, which were not presented as evidence at trial.

MEMORANDUM DECI Sl ON 4
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462 (Bankr. D. Mnn. 2001), citing In re Ernst, 45 B.R 700,
702-03 (Bankr. D. M nn. 1985).

At the conclusion of the trial, the Murdocks urged the court to

consider In re Troutman Enterprises, Inc., 253 B.R 8 (B.A P. 6!

Cir. 2000), as controlling the nature of their rights with respect
to their $350,000 claim The court interprets the Mirdocks’
argunent to be that under Troutman, they are entitled to pursue
remedies in state court, even after the case has been converted to
a chapter 7, because § 348 of the Code did not elimnate those
remedi es. Thus, contract principles allow them to pursue their
cl ai m agai nst the reorgani zed debt or.
| V. DI SCUSSI ON

Section 1141(d)(1) and (2) of the Code operate to di scharge
all clainms that arose before the date of confirmation except any
cl ai s excepted fromdi scharge under 8 523. As such, the Murdocks’
pre-petition clains were discharged at the tine of confirmtion.
They are left with the $350,000 claimcreated in connection with
t he reorgani zation plan. There is no evidence that would except
it fromdischarge under 8 523. This | eaves only the argunent that
it is sinply not subject to discharge in the converted chapter 7.

A chapter 11 plan of reorgani zation constitutes a new contract
bet ween a debtor and its creditors. The treatnment afforded each
creditor in the plan gives that creditor a new cl ai munder the plan

or a “plan claim” |In re Benjam n Coal Co., 978 F.2d 823, 827 (3d

Cir. 1992)(“[OQnce the reorganization plan is approved by the
bankruptcy court, each claimnt gets a ‘new claim based upon
what ever treatnent is accorded to it in the plan itself.”).

In this chapter 11 case the Miurdocks’ $350,000 claim was a

MEMORANDUM DECI Sl ON 5
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plan claim The Agreenent of Understanding was entered into in
March 1996, prior to confirmation. As stated in this court’s Order
Denyi ng Motion for Sunmary Judgnent:
[When the Trustee di sbursed the Murdocks’ $350, 000 pursuant
to the terms of the plan, the Mirdocks obtained a new post-
confirmation claim against the Holquins as reorganized
debtors. Pursuant to the Plan, the Hol quins had an obligation
to repay the Murdocks from operation, sale, or refinance of
the certain real property in Laytonville, California, or by

‘“any ot her nethod” the Hol qui ns chose.

Confirmation of the plan discharged the clai munder the Agreenent
of Understanding and replaced it with the Mirdocks’ plan claim
under paragraph 2.3 of the plan.

VWhile it would be nice to think that all confirmed plans are
successfully conpleted, such is not the case. 1In sonme cases the
reorgani zed debtor defaults under the terns of the plan. Wen a
default occurs creditors have several options available to themto

pursue recovery. These include initiating an action in state court

and enforcing rights incollateral. See, e.qg., In re Xofox |ndus.
Ltd., 241 B.R 541, 544 (Bankr. E.D. Mch. 1999).

Remedi es are also created by the Bankruptcy Code. Wth
respect to confirmed plans, 8§ 1112(b)(7), (8) and (9) set forth
circunst ances that serve as cause for converting a chapter 11 case
to one under chapter 7. One such circunstance is where there has
been a “material default by the debtor with respect to a confirnmed
pl an.” Bankruptcy Code 8§ 1112(b)(8). This is precisely what
occurred in this case.

Fol |l owm ng conversion, the debtor has <certain duties.
Bankruptcy Rule 1019(5)(C) provides that after conversion the
debtor shall file:

MEMORANDUM DECI S| ON 6
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(i) a schedul e of property not listed in the final
report and account acquired after the filing of
the petition but before conversion, except if
the case is converted from chapter 13 to
chapter 7 and 8 348(f)(2) does not apply;

(i) a schedul e of unpaid debts not listed in the final
report and account incurred after confirmation but
before the conversion; and

(i) a schedule of executory contracts and unexpired
| eases entered into or assuned after the filing of
the petition but before conversion.

Thus it appears that there is to be a full accounting for the
assets and liabilities of the reorgani zed debtor.

Section 348 of the Code sets forth some of the effects of
conversi on. For exanple, it controls the characterization of
creditor claims follow ng conversion. Section 348(d) provides:

(d) A cl ai magainst the estate or the debtor that arises
after the order for relief but before conversion in
a case that is converted under section 1112 Yy
other than a claim specified in section 503(b) of
this title, shall be treated for all purposes as if
such claimhad arisen i medi ately before the date o
the filing of the petition. [Enphasis added.]

Since the statute refers to clains existing at the time of
conversion it seens clear that it covers “plan clainms” created at
confirmation as well as clains incurred in the ordinary course of
busi ness follow ng confirmation. Since all of the existing clains
at confirmation are now in the chapter 7 case it also seens clear
that they will be discharged unless there is a basis under § 523

to except themfromdi scharge. 1nre Pavlovich, 952 F.2d 114, 118-

19 (5" Cir. 1992). The renedy provided by 8§ 1112(b) provides that
the “court may convert a case under this chapter to a case under

chapter 7 of this title The statutory | anguage appears

clear. At this juncture one could conclude that a nornmal chapter

MEMORANDUM DECI Sl ON 7
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7 case is being created that will liquidate all the assets to
satisfy creditor clains to the extent possible.

VWhile § 348 sets forth sone of the effects of conversion, it
does not specifically indicate what happens to the assets of the
reorgani zed debtor. As a result, a few courts have concl uded t hat
t he chapter 7 created by conversion differs fromthe normal chapter
7 in that it does not contain all of the assets of the debtor. The
property of the estate that vests in the debtor upon confirmation
under 8 1141(b) does not revest in the estate when the case is
converted. Inre T.S.P. Indus., Inc., 117 B.R 375, 377-79 (Bankr.
N.D. Ill. 1990).

The Troutman case, relied on by the Murdocks, ultimtely cones
to this conclusion. Troutman involved a conversion to chapter 7
after the debtor defaulted on its confirnmed chapter 11 plan. The
conversion was initiated by one creditor, the Internal Revenue
Servi ce. Four other plan creditors later filed an involuntary
chapter 7 petition against the same debtor. The bankruptcy court
found that once the case was converted 8 348(d) gave the four

petitioning creditors pre-petition clains in the converted case

subj ect to discharge. As such they held no enforceable clains
agai nst the reorganized debtor. The bankruptcy court then
di sm ssed the involuntary petition.

On review, the Sixth Circuit Bankruptcy Appell ate Panel (BAP)
reversed. The BAP stated that:

If a reorgani zed debtor defaults under a plan, creditors
have several options, including enforcing the plan ternms in
any court of conpetent jurisdiction. In re Xofox, Indus.
Ltd., 241 B.R at 543. A creditor may also look to the
Bankruptcy Code, with the nature of the available relief
dependi ng on the facts of the case. Potential renedi es i ncl ude

MEMORANDUM DECI S| ON 8
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t he di smi ssal or conversion of the confirnmed case in the event
of (1) inabiliay to effect substantial consummati on of a pl an;
(2) material efault with respect to a plan; or (3) the
term nation of a plan pursuant to a condition provided for in
rt. 11 U S.C. 8§ 1112(b)(7), (8), and (9). The bankruptcy
court may al so order the debtor to take actions necessary to
transfer property and perform other acts to carry out the
plan. 11 U. S.C. 8§ 1142(b).
In re Troutman Enter., Inc., 253 B.R at 11.

The BAP in Troutman then concluded that the estate property,
revested in the reorganized debtor at confirmation, remined
property of that entity, and conversion did not bringthat property
into the converted case. 1d. at 13. Thus the reorgani zed debt or
continued its separate existence as a legal entity with whatever
assets it owned, including the assets that revested on confirmation
of the chapter 11 plan. |d.

This conclusion rai ses a potential consequence that coul d not
have been intended by Congress. Since all of the clainms are now
in the converted chapter 7 case and subject to being discharged,
the defaulting debtor would be able to continue in business with
all the assets but free of all the liabilities. To avoid this
result the Troutman court creates a distinction between the
di scharge of <claims in the chapter 7 case and the debtor’s
contractual liability tocreditors onthe “plan clains.” The court
hol ds that contractual liability continues to exist despite the
di scharge of all clainms in the converted chapter 7 case. Exactly

what was discharged in the chapter 7 case is not clear.® Having

3 The effect of a di scharge is set forth in 8§ 524 of the Code. As a general

proposition, creditor clains become unenforceabl e agai nst the debtor when di scharged. |If the
pl an claims are contractual |y enforceabl e they are not di scharged as described in § 524. There
also is the question of the status of creditor clains incurred in the ordinary course of
busi ness foll owing confirmati on. These are not plan clains. |f these clains are di scharged t hen
these creditors are discrimnated against in favor those holding plan clains. There is no
apparent basis for such discrimnation. |If, on the other hand, these clainms also are not

MEMORANDUM DECI S| ON 9
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created this distinction, the BAP concluded the four creditors
filing the involuntary petition agai nst the reorgani zed debtor held
contractual clainms sufficient to support the involuntary petition.
Ld.

Courts in the Ninth Crcuit have rejected the TI.S.P. and
Trout man approach with respect to the converted chapter 7 estate.

Inlnre Smth, 201 B.R 267 (D. Nev. 1996), aff’d, 141 F.3d 1179

(9th Cir. 1998), the court considered the question one of statutory
interpretation. The court started with the prem se that “Courts
must presune that Congress ‘says in a statute what it nmeans and
means in a statute what it says ....’" ld. at 272 (quoting

Connecticut Nat’'l Bank v. Germain, 503 U S. 249, 253-54 (1992)).

The court concluded TI.S.P.’ s approach would render 8§ 1112(b)(7-9)
of the Code neaningl ess and such an interpretation could not be
supported absent a finding of Congressional intent. [|d. at 273.
I n essence, a case converted to chapter 7 after confirmati on should
be no different than one converted prior to confirmation. |d. at
274 (discussing In re Calania Corp., 188 B.R 41 (Bankr. M D.
Fl a. 1995)).

The Ninth Circuit Court of Appeals has also rejected the
argunent that no estate exists for conversion to chapter 7. lnre

Consolidated Pioneer Mrtgage Entities, 264 F.3d 803 (9" Cir.

2001). The court | ooked to the purpose of a plan which provided
for the liquidation of assets for the benefit of creditors. Wen

this was not acconplished by the reorgani zed debtor the court found

di scharged, the result seens to be a chapter 7 case with little or no assets and no di schar ged
clains. Such a result would conflict with the Fifth Grcuit’s clear ruling in Pavlovich.

MEMORANDUM DECI Sl ON 10
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that the assets were being held for the benefit of creditors and

therefore becane assets of the estate in the converted chapter 7.

This case is simlar in that the Murdocks’ claimwas tied to
the Laytonville property. The argunent for an estate in the
converted chapter 7 is even stronger as the Laytonville and other
property was adm nistered by the trustee in the chapter 7 case.
Thus, the parties to this converted bankruptcy recognized the
exi stence of an estate with assets adm nistered by the chapter 7
trustee.*

Snmi th and Consol i dat ed Pi oneer are persuasi ve as al ready not ed

by one court in this district. See In re RIWLunber Conpany, 262

B.R 91, 93 (Bankr. N.D. Cal. 2001). There is no basis to ignore
the express | anguage in 8 1112(b) and no indication Congress had
sonme intention it failed to express. For the reasons discussed
above, the court concludes the reasoning of Troutman is not
control ling. In the Hol quins’ converted chapter 7 an estate

existed and at the tine the Mirdocks became a creditor in the

4 A review of case |law denonstrates that not all courts agree with the analysis of

T.S.P. and Troutman. In |Inre Mdway, Inc., 166 B.R 585, 590 (Bankr. D.N. J. 1994), the court
rejected the T.S. P. approach stating that it ignored the provisions of chapter 7 relating to
the distribution of estate property. The court relied on cases that presumed the assets to
be part of the chapter 7 estate and those that found the date of conversion to be the | ogical
date to determine property of the estate. |1d. at 590 (discussing In re Pauling Auto Supply,
Inc., 158 B.R 789 (Bankr. N D. lowa 1993); In re Lindberg, 735 F.2d 1087 (8:» Cir.
1984) (chapter 13 case prior to addition of Bankruptcy Code § 348(f)); In re Wanderlich, 36 B.R
710 (Bankr. WD.N. Y. 1984) (chapter 13 case prior to addition of Bankruptcy Code § 348(f))).
Persuasive is the conclusion in both Mdway and Pauling Auto Supply that a converted
chapter 7 estate exists because assets were turned over to the chapter 7 trustee on the
presunption that the assets were estate property. This too appears to have happened in this
case because the chapter 7 trustee has administered assets as part of the chapter 7 estate.

MEMORANDUM DECI Sl ON 11
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converted case their $350,000 clai mwas subject to discharge.?®
V. CONCLUSI ON

For the reasons stated above, the court does not find Iroutnan
persuasive. Here the Murdocks elected as their renmedy to pursue
a chapter 7 conversion and assert their $350,000 claimtherein. A
chapter 7 estate existed and was adm ni stered by the trustee. The
Murdocks are limted to the distribution received as a creditor in
t he converted chapter 7. It would be contrary to the purpose and
policy of bankruptcy lawto allowa creditor in the converted case
to continue to pursue state |aw renedies against the debtor.
Because the Murdocks conceded at trial that they have no evidence
to chall enge the dischargeability of the claimunder 8 523, their
claimis discharged in the converted chapter 7 case.

The forgoing constitutes the court’s findings of fact and

concl usi ons of |aw pursuant to Bankruptcy Rule 7052.

DATED

JAMES R GRUBE
UNI TED STATES BANKRUPTCY JUDGE

5 The court also notes that, unlike the four petitioning creditors in Troutman, the

Miur docks were the driving force behind the conversion. They petitioned the court to convert
the case and proceeded to file proofs of claimin the converted chapter 7. The Mirdocks nmade
a choi ce to pursue conversion and recovery of their plan claimw thin the chapter 7. They now
essentially argue that the conversion of a chapter 11 case post-confirmation creates a uni que
chapter 7 in that they are allowed to pursue their plan claim both inside and outside the
bankruptcy. Such an argunent is absurd given their clear choice to pursue their claimby way
of conversion to chapter 7 and the policy and purpose underlying bankruptcy.
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Adversary No. 98-5297

UNI TED STATES BANKRUPTCY COURT
FOR THE NORTHERN DI STRI CT OF CALI FORNI A
CERTI FI CATE OF SERVI CE

I, the wundersigned, a regularly appointed and qualified
Judicial Assistant in the office of the Bankruptcy Judges of the
United States Bankruptcy Court for the Northern District of
California, San Jose, California hereby certify:

That 1, in the performance of nmy duties as such Judicial
Assistant, served a copy of the Court's MEMORANDUM DECI SI ON by
placing a copy in the United States Mail, First Class, postage

prepaid, at San Jose, California on the date shown below, in a
seal ed envel ope addressed as |listed bel ow.

| declare under penalty of perjury under the |laws of the
United States of Anmerica that the foregoing is true and correct.

Executed on at San Jose, California.

LI SA OLSEN

Ofice of the U S. Trustee

U.S. Courthouse/ Federal Bl dg.

280 So. First St., Rm 268 Benj am n Pavone, Esq.

San Jose, CA 95113 LAW OFFI CES OF BENJAM N PAVONE
7676 Hazard Center Dr., 5th
Fl oor
San Di ego, CA 92108-4503

Joseph M Biasella, Jr.
Attorney at Law

841 Mal one Road

San Jose, CA 95125

13




